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Treatment of Appreciation of Fixed Assets
IN THE ACCOUNTS AND BALANCE-SHEET
AND FOR INCOME-TAX PURPOSES
*
By Albert G. Moss

At first thought this subject appeared simple enough to be
briefly and clearly covered in a single paper. However, upon
investigation it was found that the subject is rather broad, has a
number of interesting angles and diligent study will lead one
into the realm of economics as well as accounting.
We are not here to discuss the propriety of recognizing the
appreciation of fixed assets but only its treatment in the book
account, the balance-sheet and for income-tax purposes. As a
matter of fact the question of Whether the appreciation of fixed
assets should or should not be recognized is passée. This question
has already been answered in the affirmative. It is now con
sidered proper to recognize the appreciation of fixed assets and,
under certain conditions, it is absolutely necessary.
The advent of the world war and the resulting appreciation •
of values (or the decline of the purchasing value of the dollar,
if you prefer) to such heights as were not thought of ten years
ago, coupled with the high income-tax laws, have brushed aside
the old and much respected orthodox accounting rule that fixed
assets should not be valued in excess of cost. It is interesting,
however, to contrast the old rule with the new, as laid down by
those whom we recognize as authorities. Seymour Walton, in
the November, 1918, Journal of Accountancy, stated the old
rule in the following language:
There is no point in accounting upon which there is more settled opinion
than that an unrealized appreciation of fixed assets should not be taken
into account. The fact that market increases in the cost of reproduction
seem to indicate an increased value of an asset does not make the asset
*A paper read before the Texas chapter of the American Institute of Accountants,
June, 1923.
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of any greater value to the manufacturing plant, because of the fact that
it is a fixed asset, not a current one. The value of a manufacturing plant
lies in its productive power, not in its market value. If the plant were
to be sold, the profit might be realized, but as long as the plant is to be
retained for productive purposes, the profit cannot be realized. In any
event it could be realized only by a sale and not by a mere fluctuation.
If the appreciation is taken into account, it means that the asset account
will be increased and hence a larger amount of depreciation will neces
sarily be written off in order to reduce the asset to scrap value at the
time when it will be discarded.
In the long run, therefore, no advantage will be gained because of
the fact that the credit passed to surplus at the time the appreciation
is put on the books will be offset by the larger charges to manufacturing
cost on account of depreciation, and the consequent reduction in the
apparent profits from operations. Hence at the very best, the writing up
of a fixed asset is merely an anticipation of operating profits, and at the
worst it is an anticipation of profits which may prove to be fictitious ones.
There are many cases on record where property has risen in value on the
market and been written up, only to decline again and have to be written
down. If the credit to surplus of such increases in value is used as a
basis of a dividend, there is no better established point in legal accounting
than the rule that the directors would be liable for the payment of
dividends out of surplus which really resulted in an impairment of the
capital.

But at the time the above article was written, Mr. Walton
evidently realized that appreciation was a fact and must be dealt
with in accounts, because in the concluding paragraph of this
article he says:
As a sop to the managers who insist upon placing the appreciated
value on the books, some accountants allow the increase to be placed in
the asset account but to be offset by a credit to a reserve for unrealized
profit on appreciation of fixed assets. This reserve must be rigorously
kept out of the surplus. The depreciation reserve can then be built up
by the same additions that have heretofore been made, so that when the
asset is discarded, the stun of the depreciation reserve and the reserve for
unrealized profit on fluctuation of fixed assets will be sufficient to take
care of the loss in capital incident to the discarding of the plant.

Robert H. Montgomery, Auditing, Theory and Practice, 1921
edition, page 173, states the new rule as follows:
When appraisals are made in which appreciation is included, there is
no objection to setting up appraised values in balance-sheets, provided the
valuation is qualified by an explanation and provided the excess of the
appraisal above book value is credited to special or capital surplus and is
not merged in earned surplus.

And again on page 323 Mr. Montgomery says:
Capital assets should be carried at cost values and until some change
occurs which justifies a revaluation. In a going business, the ownership
or control of which does not change, revaluations may be made at any
time provided the changes between original costs and revaluations are
clearly shown.

There are many reasons which prompt business men to set up
appreciation of fixed assets, some of which are the following:
1. As the basis for stock dividends.
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2. For the consolidation of two or more corporations.
3. As a matter of policy in the conservation of funds for
replacements at the appreciated values.
As to reason 1, it appears quite logical (at least to those who
wish to do so) to make appreciation of fixed assets the basis of
a stock dividend. For example: Assume the par value of the
capital stock of corporation A to be $1,000,000; its plant has a
sound value (that is, reproduction cost less depreciation) of
$500,000 in excess of book value; its dividend rate is 15 per cent.
per annum, based on the par value of its stock. Stockholder Y
owns one-tenth of the outstanding stock and wishes to dispose
of it at $150.00 a share, a value clearly indicated by the earning
power of the corporation. But, because many investors are
opposed to paying more than the par value for stock, he cannot
find a ready buyer. The result is that upon application to the
secretary of state and submission of proof of the present value
of the plant, the corporation is authorized to increase its capital
stock to $1,500,000, and thereupon stockholder Y offers his stock
for sale at the par value, and it is easily disposed of, because its
earning power is 10 per cent. per annum. This procedure is not
recommended.
As to reason 2, appreciation of fixed assets frequently results
from the revaluation of the assets which are transferred upon
consolidation. For example: Corporations B and C are manu
facturers. Corporation B’s plant was built in 1914 and corpo
ration C’s plant was built in 1920. In 1920, corporation D was
organized for the purpose of acquiring the properties of cor
porations B and C. The stockholders of corporations B and C
exchange their stock for new stock in corporation D. The sound
value of corporation B’s plant in 1920 was twice the book value;
consequently, in order to equalize the values of the contributions
to the new corporation, the plant of corporation B is entered on
the books of the new corporation at its sound value, and stock
therefor is issued to the former stockholders of corporation B.
As to reason 3, the setting up of appreciation of fixed assets
and the consequent increase in the annual depreciation charge
permit the accumulation, in part, of the necessary funds for
replacements at the appreciated values.
It seems to be apparent that the proper treatment in accounts
of appreciation of fixed assets will be a matter to be dealt with
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by accountants for some years to come. Regardless of our past
convictions, we must acknowledge appreciation and find a promi
nent place in our procedure for its treatment. Like Bolshevism
and other social and economic strangers, it is all wrong; but, it
is here and cannot be ignored. Such being the case, the question
to be answered by accountants is this: How shall it be treated in
accounts? In a general way, the answer would appear to be the
following: Proper accounting requires that accounts shall reveal
the truth and they must continue so to function, even after they
have embraced appreciation. Accordingly, appreciation must be
properly labeled and should not be permitted to lose its identity.
The specific application of this general principle to particular
cases may best be brought out by the use of an example. In
order that the length of this paper may be kept within reasonable
limits, let us take, for example, a typical manufacturing plant,
the raw materials for which are and always will be available, thus
excluding the timber, oil and mining industries, which are subject
to depletion.
The plant of the X Y Z Company was erected in 1910, at a
cost of $300,000.00, exclusive of land, which cost $25,000.00. The
estimated life of the plant as a whole is twenty-five years. For
the purpose of this example, depreciation is computed from
January 1, 1911. With the exception of ordinary repairs and
renewals, no replacements were made for the nine-year period
ended December 31, 1919. At that time an appraisal was made
of the plant showing the replacement value and accrued depre
ciation as of March 1, 1913, and December 31, 1919, respectively.
To simplify the example, actual depreciation, as disclosed by the
appraisal, is set down at the same rate per annum as the book
rate, namely, four per cent. The valuations, both cost and appraisal,
as of the several dates were stated as follows:

As of March 1, 1913
Cost of plant.................................................................
Less: depreciation (2 1/6 years @ 4%)................

$300,000.00
26,000.00

Net book value of plant.............. ........................
Add: cost of land......................................................

$274,000.00
25,000.00

Total book value of property..............................

$299,000.00
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Reproduction cost of plant..........................................
Less: depreciation (2 1/6 years @ 4%)..................

$360,000.00
31,200.00

Sound value of plant............................................
Add: appraised value of land................................

$328,800.00
25,000.00

Total appraised value of property......................

$353,800.00

As of December 31, 1919
Cost of plant.................................................................
Less: depreciation (9 years @ 4%)......................

$300,000.00
108,000.00

Net book value of plant......................................
Add: cost of land.....................................................

$192,000.00
25,000.00

Total book value of property..............................

$217,000.00

Reproduction cost of plant.......................................... $900,000.00
Less: depreciation (9 years @ 4%)............................. 324,000.00
Sound value of plant..........................................
Add: appraised value of land................................

$576,000.00
75,000.00

Total appraised value of property.......................

$651,000.00

For fear that the reproduction costs as above set forth may
cause some surprise, it should be explained that the March 1,
1913, increase of 20 per cent. is an arbitrary percentage; how
ever, the December 31, 1919, increase of 300 per cent. is in accord
with a chart appearing in the American Appraisal News, issue of
January, 1923, which indicates that a typical manufacturing
property arose in value from 100 per cent. in 1914 to 280 per
cent. in 1919. The increase of 20 per cent. from 1910 to 1914,
plus the subsequent increase of 280 per cent., equals the increase
of 300 per cent. used in the example.
The company desires to adjust its books so as to give effect
to the appraised values of its property as of March 1, 1913, and
December 31, 1919, respectively, the former date being for
income-tax purposes. The company also desires to claim a depre
ciation allowance for 1917 and subsequent years, based on the
March 1, 1913, valuation. On the assumption that the bureau of
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internal revenue has agreed to accept the March 1, 1913, valuation,
the entries suggested are shown on page 164.
Similar entries at the end of 1918 and 1919 would also be
necessary. The effect of the entry to record depreciation for
1917 is, of course, to decrease the taxable income in the sum of
$2,400.00. The setting up of the March 1, 1913, value over cost
does not affect invested capital for tax purposes. However, the
transfer at the end of each year from “revaluation surplus” to
“earned surplus” of the amount of the March 1, 1913, value
charged to operations during the year is necessary in order to
restore “earned surplus” to the figure at which it would have
appeared had the March 1, 1913, increased value not been taken
into the accounts at all. This procedure has the effect of per
mitting taxpayers to eat their cake and have it too. As regards
federal taxes, authority for the foregoing procedure may be
found in article 844 of regulations 45 and regulations 62.
After giving effect to the foregoing entries and to the subse
quent entries for the years 1918 and 1919, the property accounts
would show the following as of December 31, 1919:
As of January 1, 1917
Debit Plant value as of March 1, 1913,
over cost................ $60,000.00
Credit Reserve for depreciation of
March 1, 1913, plant value in
crease ....................
$14,400.00
Credit Surplus arising from revaluation
of plant as of March 1, 1913..
45,600.00
To record the excess of the
March 1, 1913, plant value
over cost and the accrued de
preciation thereon from Jan
uary 1, 1911, to December
31, 1916

Debit
Debit
Credit

As of December 31, 1917
Depreciation on cost of plant... $12,000.00
Depreciation on March 1, 1913,
increase..................
2,400.00
Reserve for depreciation on
cost of plant..........
$12,000.00
166

Treatment of Appreciation of Fixed Assets

Credit Reserve for depreciation on March
1, 1913, increase....................
To record depreciation for the
year 1917.
Debit Surplus arising from revaluation
of plant as of March 1, 1913
2,400.00
Credit Earned surplus............................
To record appreciation of plant,
as of March 1, 1913, realized
by depreciation charged to
operations for 1917
Cost of plant........................................ $300,000.00
Less: depreciation (9 years @ 4%).
108,000.00
Net book value of plant..............
Plant value of 3/1/13, over cost..........
Less: depreciation (9 years @ 4%).

2,400.00

$ 2,400.00

$192,000.00
$ 60,000.00
21,600.00

Net 3/1/13 value over cost (which,
also, is the surplus arising from
revaluation) ..........................
Total March 1, 1913, value of plant
Cost of land (which, also, is the March
1, 1913, value) .......................

$ 38,400.00

$230,400.00
25,000.00

Total March 1, 1913, value of
property .................................
$255,400.00
It will be seen that the total net value of the property as
carried on the books as of December 31, 1919, is $255,400.00,
and that the total net appraised value of the property as of that
date is $651,000.00. To record this latter valuation, the entries
suggested are shown as follows:
Debit Land value as of December 31,
1919, over cost . $ 50,000.00
Credit Surplus arising from revalua
tion of land..............
To record the excess of the
December 31, 1919, value
of land over cost.
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Debit Plant value as of December 31,
1919, over March 1, 1913,
value.................. $540,000.00
Credit Reserve for depreciation of
December 31, 1919, plant
value increase......................
$194,400.00
Credit Surplus arising from revalua
tion of plant as of December
31, 1919 .............
345,600.00
To record the excess of the
December 31, 1919, plant
value over the March 1,
1913, value and the ac
crued depreciation thereon
from January 1, 1911, to
December 31, 1919.
After giving effect to the foregoing entries the property
accounts would show the following as of December 31, 1919:
Cost of plant........................................ $300,000.00
Less: depreciation (9 years @ 4%)
108,000.00
Net book value of plant..............
$192,000.00
Plant value as of March 1, 1913, over
cost ................................ $ 60,000.00
Less: depreciation (9 years @ 4%)
21,600.00
Net March 1,1913, value over cost
$ 38,400.00
Plant value as of December 31, 1919,
over March 1, 1913, value .... $540,000.00
Less: depreciation (9 years @ 4%)
194,400.00
Net December 31, 1919, value
over March 1, 1913, value ....
$345,600.00
Total December 31, 1919, value of
plant ..........................................
$576,000.00
Cost of land.......................................... $ 25,000.00
Land value as of December 31, 1919,
over cost........................
50,000.00
Total December 31, 1919, value of
land........................................
75,000.00
Total December 31, 1919, value of
property ................................
$651,000.00
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Having thus entered the appreciation of fixed assets on the
books, the next step is to provide a scheme for the writing off of
such appreciation during the remaining life of the plant. Much
has been written on this subject during the past four years and
the opinions of the writers on this subject differ. Both sides of
the question, however, are well worth considering, and the fol
lowing digests of several articles on this subject are submitted:
John Bauer, in the December, 1919, Journal of Account
ancy, page 413, says that charges to operations for depreciation
should be based on renewal costs. He further states that all
recognized methods for handling depreciation charges result in
charging to operating account the original cost of property
retired, but that this policy, in view of the present level of prices,
is wrong and will not maintain physical capital in the face of
rising prices. He further says:
The purpose of management certainly must be to maintain the physical
plant, and to keep up production without drawing upon capital funds. If
this be true, then, when the price level has risen, the charge to operations
for renewals should not be the original cost of the property retired, but
the cost of new property which, in function and capacity, is required to
replace the old.
To the extent that the present high prices are permanent, or that
prices will not return to the former level, operating costs are everywhere
understated by an amount equal to the difference in the amortization of
original cost of property retired and the cost of actual renewal. Under
statement of operating costs means a corresponding understatement of
profits and, except in case of very conservative management, excessive
payment of dividends or withdrawal of earnings. The dividend payments
then become private income and result in unjustified feeling of personal
prosperity, and in excessive private expenditures for luxuries or services
which are not justified by actual industrial conditions.

Mr. Bauer thinks the present generation should pay for
renewals at the increased cost, based upon the theory that the
present generation is using high-value equipment regardless of
the original cost of such equipment.
J. Hugh Jackson, in the June, 1920, Journal of Account
ancy, page 452, in answer to the question “What is true cost?”
says in part:
The cost of doing work or of producing commodities includes the loss
due to the physical and functional depreciation of fixed assets, and this
wearing out and this obsolescence are incurred during the life of the
equipment. Hence this expense is chargeable against the product turned
out during the life of the assets, and not against any product turned out
after their life-time. The original cost of the equipment, less any salvage
value, is the depreciation expense chargeable to the total output of a plant
during its economic life. The fact that the plant cannot be replaced at
the same cost, but only at much more, has nothing to do with the cost of
its product but only with the cost of future product turned out by the
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subsequent plant. True cost, therefore, can be obtained only by including
as total depreciation the loss based on the original cost of the equipment.

At the same time, Mr. Jackson recognizes that this matter
involves business policy as well as accounting, and that while
correct accounting demands that depreciation be based on original
cost, business policy is not so exacting, and he further says:
On the other hand, the fact that true cost can only be obtained by
using a depreciation charge based on the original cost of the plant does
not mean that prices must be fixed on the cost figures so found. This
would mean that the customer gets the use of low-cost plant in the days
of high-cost plant. It is not a question of accounting, but of business
policy, whether the manufacturer or the customer is to get this advan
tage. Most equipment now in use has been purchased when prices were
lower than at the present time. True costs are considerably lower than
they would be if the depreciation charge to operations were made on the
basis of replacing the present physical plant, so, unless a somewhat greater
percentage is added to the cost to obtain selling price, the customer will
have the benefit of the fact that most equipment was purchased when
prices were lower than now. Actual cost, however, is a fact, whatever
policy is adopted; cost cannot change so far as the depreciation expense
is concerned.

Mr. Jackson believes that in the case of a public utility, the
amount it is permitted to charge for services should be based on
cost determined by the use of a depreciation charge based on
actual cost of plant, and not on renewal cost. In the case of an
industrial organization, the principle is the same, but, as the
obtaining of additional capital is on a somewhat different basis
from that of a public utility with its assured return, it would
seem only just that the customer pay enough to compensate the
manufacturer for the use of his equipment at whatever the
market price may be and without considering at all what the
manufacturer may have paid for that equipment.

Ernest S. Rastall, in the February, 1920, Journal of
Accountancy, page 123, also thinks that depreciation based on
renewal cost of plant would be incorrect accounting. In part, he
says:
To set up a replacement reserve or even an enlargement reserve by
a debit to surplus and a credit to reserve would be permissible, but it
would not be correct procedure to charge it to surplus via the operating
route.
When prices are seen to be rising, prudent stockholders will, of course,
reserve from earnings enough for replacement needs, but this should not
all be charged to operation.

The fabricated production department of the Chamber of
Commerce of the United States, in a pamphlet on Depreciation
issued in October, 1921, maintains that “depreciation for cost
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purposes is not concerned with resale or replacement values but
aims to recover the cost of assets, less any salvage.” Also:
The replacement theory substitutes for something certain and definite,
the actual cost, a cost of reproduction which is highly speculative and
conjectural and requiring frequent revision. It, moreover, seeks to estab
lish for one expense a basis of computation fundamentally different from
that used for the other expenses of doing business. Insurance is charged
on a basis of actual premiums paid, not on the basis of probable premiums
three years hence; rent on the amount actually paid, not on the problema
tical rate of the next lease; salaries, light, heat, power, supplies are all
charged at actual, not upon a future contingent, cost.

W. A. Paton, in an article on Depreciation, Appreciation and
Productive Capacity, appearing in the July, 1920, Journal of
Accountancy, discusses at length, the propriety of increasing
the depreciation charge to provide for high-cost renewals, but it
appears rather difficult to understand exactly where Mr. Paton
stands on the subject. As to whether or not depreciation should
be based on cost or replacement value, Mr. Paton says:
The solution of the matter lies in the revision of orthodox accounting
policies with regard not to depreciation methods but to closing valuations.
The values which the accountant uses in closing the books and preparing
statements ideally should be based upon economic conditions at the moment
of closing. If plant and equipment assets were valued at the close of
each period on the basis of costs of replacement—effective current costs—
depreciation charges would be increased in a period of rising prices and
the other concomitant effects would be registered in the accounts in a
rational manner.

To illustrate this procedure, Mr. Paton takes the case of a
machine purchased January 1, 1915, for $5,000.00 The machine
has a life of five years, and from 1915 to 1920 the replacement
cost advances twenty per cent. each year. By revaluing the
machine at the end of each year for depreciation purposes, the
annual depreciation charge would range from $1,200.00 in 1915
to $3,283.34 in 1919, the total of all charges amounting to
$10,000.00, which would be the replacement cost as of January 1,
1920.
Having advanced the foregoing theory, which appears to be
original, Mr. Paton then proceeds to muddy the water when he
says:
Revised as has been outlined, so as to provide for concurrent adjust
ments of assets, expense and proprietorship, the writer believes that there
is considerable merit in Mr. Bauer’s contention. There is still room for
argument, however, that this whole matter is one of no real consequence.
The two alternatives discussed above, it may be urged, lead to the same
results for the entire period involved; for, if proprietary income be con
ceived broadly as the net credits to proprietorship outside of investments
and withdrawals, then the $5,000 credit to capital as appreciation exactly
offsets the additional $5,000 charges to expense; and the effect upon the
statement of net earnings throughout the five years is consequently nil.
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In other words, is it not folly to write assets up, crediting proprietor
ship for the amount of appreciation, since this will mean merely that a
like increase must be charged to depreciation expense during the life of
the property? If the entire net income in this broad sense of increased
proprietorship were withdrawn from the business the final status of
assets and capital would be the same if cost of replacement were charged
to expense as if only original cost were so charged.

By way of conclusion, Mr. Paton says in part:
It is not intended here to argue that appreciation of fixed assets should
be recognized in the accounts. From the standpoint of management
(which is interested in effective current costs and not in costs five years
ago) and from the standpoint of the various interests which would like
to see the balance-sheet really exhibit what it purports to show, viz., a
correct statement of the assets, liabilities and proprietorship of a business
on a given date, there is much to be said in favor of such recognition.
In view, on the other hand, of the conjectural character of asset
values at best and the consequent importance of conservatism, the diffi
culties in the way of determining effective replacement costs in the case
of complex assets, the constant fluctuation of such costs and the fact
that having once made an investment the management is often thereby
committed to a policy for a considerable period regardless of the move
ment of prices, probably most accountants would feel that original cost is
the best basis upon which to value fixed assets. A management, for example,
cannot scrap a $3,000,000 plant in order to take advantage of the appre
ciation of a $100,000 site. The site in such circumstances is virtually
removed from the market for a period of several years at least.
An elaborate argument can be made on either side of this proposition.
It has been the purpose of this paper merely to point out the limitations
inherent in accounting as a means of showing comparative economic well
being; to show that cost of replacement cannot be charged to expense
except as the conventional method of valuation is abandoned and ante
cedent charges and credits are made to assets and proprietorship, respect
ively, so that all elements of the balance-sheet are made to reflect con
currently the changes in prices in so far as they affect the specific situation;
and, finally, to indicate that such a revision of valuation policies could be
adopted without the distortion of any accounting fact, and, in that it would
tend to maintain the physical extent of the plant in any case, would have
much to commend it from the standpoint of management.

All the articles mentioned are extremely interesting and no
doubt most accountants have read them. However, the digests
made of the articles may not be all that their authors intended
and for this reason readers are respectfully referred to the entire
articles.
Many of us will find ourselves in complete accord with the
definition of true cost so admirably expressed by J. Hugh
Jackson, namely: “True cost . . . can be obtained only by
including as total depreciation the loss based on the original
cost of the equipment.”
As to whether depreciation on original cost or replacement
cost should be used in fixing prices, it is believed most
emphatically that depreciation on replacement cost is the
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proper basis. Depreciation ordinarily constitutes only a small
proportion of the entire cost of manufactured products. For
example, assume that material, direct labor and burden repre
sent ninety-five per cent. of the cost of a finished article and
that depreciation, based on the original cost of plant, represents
the remaining five per cent. For the sake of argument, assume
that the first three mentioned elements of cost have doubled
in price since the plant was built. Is it not splitting hairs,
then, to say that the fourth element, which also has doubled
in value, but the increased value has not been actually realized
by conversion into money, should be included at only half its
real value ? In other words, why should the manufacturer, in
fixing prices, ignore the increased value of the thing he
produces due to the element of appreciation of fixed assets,
simply because fixed assets do not circulate rapidly, when he
is forced to recognize appreciation of the other elements of
cost because they are beyond his control ? Did you ever hear
of a producer of petroleum, lumber or coal refusing to increase
prices during an advancing market merely because the oil
well, timber tract or coal mine was acquired during a low-cost
period? Certainly not. But when the producer of any of the
products mentioned advances prices on a rising market he
includes unrealized appreciation as an element of cost for price
fixing purposes, and no one questions his right to do so. It
does seem rather far-fetched, then, to say to such producers
that unrealized appreciation of your petroleum, timber or coal
is a proper factor to be included in fixing prices, but unrealized
appreciation of your plants should not be so included, because
you should not burden the present generation with costs that
should be borne by future generations, or words to that effect.
As a matter of fact, in actual practice the appreciation of
plant is being brought into actual production costs contin
uously. Manufacturing plants are rarely allowed to depreciate
to the extent that they must be replaced in their entirety.
Renewals, in part, are constantly being made. The machine
which cost $5,000.00 fifteen years ago is replaced today with
one costing $10,000.00. Thus, the unrealized appreciation of
yesterday becomes the original cost of today.
Furthermore, all of us cannot bring ourselves to believe
that in fixing prices the employment of a depreciation charge
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based on replacement cost would have no effect on the earnings
of the manufacturer. It is only human to think that if the
depreciation charge should be doubled, the selling price would
be increased at least to the extent of the increased depreciation
charge and perhaps a slight bit more, and thus an increased
inflow of dollars into the treasury of the manufacturer would
result. Moreover, if this increased inflow of dollars is treated
in the accounts of the manufacturer in a manner that prevents
distribution of the additional profits as dividends, so much the
better.
Reverting to the foregoing example which shows the
property accounts of the X Y Z Company as of December 31,
1919, after giving effect to the appraisal valuation, it is seen
that (a) the original cost of the plant was $300,000.00; (b) the
increase as of March 1, 1913, was $60,000.00 over cost; the
increase as of December 31, 1919, was $540,000.00 over the
March 1, 1913, value; and (d) the aggregate of the three men
tioned amounts is $900,000.00, which is the replacement value
of the plant as of December 31, 1919. The annual depreciation
charge, based on the assumed rate of four per cent. per annum,
amounts to $36,000.00. To dispose of this amount for the year
1920, the following entries are suggested:

Debit Depreciation on cost of plant. $ 12,000.00
Debit Depreciation on March 1, 1913,
value..................
2,400.00
Debit Surplus arising from revalua
tion of plant as of December
31, 1919 ........
21,600.00
Credit Reserve for depreciation on
cost of plant.....
Credit Reserve for depreciation on
March 1, 1913, increase ...
Credit Reserve for depreciation on
December 31, 1919, increase
To record depreciation for
the year 1920.
Debit Surplus arising from revalua
tion of plant as of March 1,
1913 ................... $ 2,400.00
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.... ..
Credit Earned surplus.......................
$ 2,400.00
To record depreciation of
plant as of March 1, 1913,
realized by depreciation
charged to operations for
1920.
In explanation of the apparently inconsistent disposition
of the depreciation charge on the March 1, 1913, increase as
compared with the disposition of the depreciation charge on
the December 31, 1919, increase, it will be remembered that
the depreciation charge on the March 1, 1913, increase is an
allowable deduction for income-tax purposes, whereas the
depreciation charge on the December 31, 1919, increase is not
an allowable deduction. It is deemed advisable to charge the
amount to operations to comply with section 212 of the revenue
act of 1921, which provides, in substance, that the method of
accounting employed by the taxpayer shall clearly reflect the
income. If this amount were charged direct to the surplus
account, as in the case of the December 31, 1919, item, it could
be said that the method of accounting does not clearly reflect
income for income-tax purposes.
It might be argued that the foregoing is a violation of the
rule cited, namely, that depreciation on appreciated value
should not be charged to surplus via the operation route. It
is a technical violation of the rule, but not an actual violation,
because after first charging operations with the amount in the
guise of depreciation, and thus reducing “earned” surplus by
the amount of the charge, the procedure calls for the imme
diate transfer of a like amount from “appreciation” surplus to
“earned” surplus. Consequently, the net effect on “earned”
surplus is nil.
It will be seen, also, that the suggested treatment of the
depreciation on the December 31,1919, increase does not affect
the “earned” surplus, but merely results in the reduction of
the “appreciation” surplus with a corresponding increase in
the depreciation reserve for the appreciated value. This pro
cedure does not provide one dollar for replacements, but if
the owners of the plant have taken the increased depreciation
charge into account in fixing prices, and if the profits were
thereby increased, good business policy demands that the
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amount of the increase in profits be transferred to a reserve
for replacements and not distributed as dividends.
Attention is again directed to the property accounts of the
X Y Z Company as of December 31, 1919. For balance-sheet
purposes, let it be assumed that the capital of the company
amounts to $325,000.00 (the original cost of the land and plant)
and that, with the exception of its property accounts, it has
no assets except an amount of current assets equal to the
reserve for depreciation on the original cost of the plant. The
following statement, then, would appear properly to reflect the
accounts:
ASSETS

Current assets....................................
$108,000.00
Fixed assets :
Land at cost.......................
$ 25,000.00
Plant at cost........................ $300,000.00
Less: reserve for depre
ciation ........................... 108,000.00 192,000.00

Total net cost of property..
$217,000.00
Appraised value of land as
of December 31, 1919,
over cost..........................
$ 50,000.00
Appraised value of plant as
of December 31, 1919,
over cost........................ $600,000.00
Less: reserve for depre
ciation .......................... 216,000.00 384,000.00
Total net appraised value of
property over cost (per
contra) .........................
$434,000.00
Total book value of property

Total assets.........................

651,000.00

$759,000.00
liabilities

Capital stock ..................
Surplus arising from reval
uation of fixed assets (per
contra) .............................
Total liabilities....................

$325,000.00

434,000.00

$759,000.00
176

Treatment of Appreciation of Fixed Assets
At the end of each year, the net appraised value of the
property over cost and the surplus arising from revaluation of
fixed assets would be reduced by the amount of the depre
ciation charge until such time as that part of the appreciation
on the plant had been written off entirely. The appreciation
of land and the surplus resulting from the writing up would
remain constant from year to year, unless values declined or
increased and the effect thereof was entered in the accounts.
It is believed that no one should be deceived as to the real
contents and meaning of the balance-sheet. However, the date
of the appraisal should invariably be shown. The importance
of this suggestion can best be illustrated by again referring
to the chart appearing, in the American Appraisal News. As
previously stated, this chart indicates that a typical manufac
turing property rose in value from 100 per cent. in 1914 to 280
per cent. in 1919. The chart further shows that the value of a
typical manufacturing plant declined from 280 per cent. in
1919 to 230 per cent. in 1920 and to 195 per cent. in 1921. On
the basis of this chart, therefore, the reproduction cost of the
X Y Z Company’s plant declined from $900,000.00 at the close
of 1919 to $750,000.00 at the close of 1920 and to $645,000.00
at the close of 1921. In such circumstances, the property
accounts should be adjusted so as to give effect to the decline
in value. Failing in this, the accountant should qualify the
balance-sheet in such manner as will clearly bring out the
decline in value.
Many plant owners are having appraisals made for insur
ance purposes, and if such appraisals are kept up to date by
necessary revision of values, the matter of adjustment of the
book property accounts from year to year will be much
simplified.
The matter of issuing stock dividends against surplus arising
from appreciation of fixed assets is, as already stated, not
recommended. However, it is being done, and some difficult
accounting problems are possible as the result. In the case
of the X Y Z Company, for example, suppose it decided to
increase its capital to $650,000.00, using $325,000.00 of the
$434,000.00 “appreciation” surplus as the basis for a stock
dividend. It would then be necessary to distinguish between
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paid in capital and capital created by revaluation of fixed assets.
The credit side of the balance-sheet would then read as follows:
Capital stock paid in............................
Capital stock issued against appreciated
value of fixed assets....................

$325,000.00

Total capital stock outstanding..........
Surplus arising from revaluation of
fixed assets..................................... $434,000.00
Less: amount used as the basis for
stock issue....................................
325,000.00

$650,000.00

Total......................................................

$759,000.00

325,000.00

109,000.00

Assuming that the plant values do not require a revision,
upward or downward, and that the only changes made therein
are the annual depreciation entries, and recalling that the
proposed scheme for handling depreciation of appreciated value
would result in a decrease in “appreciation” surplus of
$24,000.00 a year, the question arises as to what will become
of the capital stock issued against the appreciated value of
assets, after the aggregate annual charges for depreciation have
wiped out the remaining balance of $109,000.00. The answer
is not hard to find, for it would appear that the X Y Z Company
must set aside sufficient earnings to take the place of the
annual reductions of “appreciation” surplus. If this is done,
the above classification of capital stock will, in time, need
revision; the amount of paid-in capital will be increased and
capital stock issued against appreciated value of fixed assets
will be correspondingly reduced.
The treatment of appreciation for income-tax purposes is
the last and least important of the three divisions of the subject
of this paper. Appreciation is a meaningless word in so far
as the existing income-tax law is concerned, and before the
bureau of internal revenue it has absolutely no standing until
realized by a closed transaction. According to regulation 62,
“appreciation in value of property is not even an accrual of
income to a taxpayer prior to the realization of such appre
ciation through sale or conversion of the property.” Even in
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the revaluation of property as of March 1,1913, for depreciation
purposes, the resulting appreciation is not recognized for any
income-tax purpose until it is charged against operations and
then it is said to be “realized.” Under the existing revenue
act, appreciation cannot be given away for income-tax purposes.
Only in the event of death is it possible to pass appreciation
to others free of income tax, but even so, it is subject to the
estate tax in the case of estates which, in value, exceed the
legal exemption.
In view, however, of the rather liberal provisions of the
existing revenue act, relative to gain or loss from exchanges
of property, it may appear, in certain cases, that owners of
property which has appreciated in value are permitted to
exchange such property for stock of a corporation and thus
benefit from appreciation at the time the corporation begins
to compute its depreciation deductions based upon the increased
value of the property. However, the legal doctrine that a
corporation is an entity, separate from its stockholders, asserts
itself, and, therefore, the benefit in the eyes of the law is only
apparent and not real.
It is a well known fact that appreciation cannot be included
as invested capital for tax purposes. All are familiar with the
famous case of La Belle Iron Works vs. United States, in which
the supreme court established the doctrine that invested
capital cannot be based upon an appraisal showing the value
of property as of any date subsequent to the date of acquisi
tion. The exception to this rule occurred under the revenue
act of 1917, in which appreciation for invested-capital purposes
was recognized to a limited extent. In the case of tangible
property paid in for stock or shares prior to January 1, 1914,
the value for invested-capital purposes was either (a) the
actual cash value of such property on January 1, 1914, or (b)
the par value of the stock or shares specifically issued therefor,
whichever was lower. It is not recalled, however, that many
taxpayers ever received any great amount of comfort from this
provision of the law.
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